
Tutorials: 
 
 
Tutorial 1A 

 

Consumer’s Surplus: Definition, Explanation and 
Criticism 
Introduction to Consumer Surplus: 
The doctrine of Consumer’s Surplus which occupies an important place in the 

Marshallian System of Welfare Economic Analysis was originally stated by 

William Stanley Jevons and French Engineer economist Arsens Jules Dupuit in 

1844 in a Crude form. 

Later on Dr. Alfred Marshall explained this concept in “The Pure Theory of 

Domestic Values” as consumer’s rent. 

In his ‘Principles of Economics’ he further elaborated this concept in logical 

details and describe it as “Consumer’s Surplus”. He is called the Consumer’s 

Surplus. 

Explanation of the Concept of Consumer Surplus: 
In actual life, when we buy a commodity for consumption, we gain some utility by 

consuming it, at the same time we lose some utility in terms of the price that we 

need to pay for it. In the beginning, utility gained is usually higher than the utility 

lost. 

This concept is used to explain the gap between total utility that a consumer gets 

from the consumption of a certain commodity and the total money value which 

he actually pays for the same 

For Example: 

Suppose, a student goes to buy a book. He is willing to pay Rs. 20 for the book. 

But he gets the book for Rs. 15. Thus, he has saved Rs. 5. This is called 

Consumer’s Surplus. 

Potential Price – Actual Price = Consumer’s Surplus. 



Definition of Consumer Surplus: 
1. Regarding this Prof. Marshall has said that “The excess of price which he 

(consumer) would be willing to pay rather than go without. The thing over that 

which he actually does pay, is the economic measure of this surplus satisfaction. 

It may be called “Consumer’s Surplus”. 

2. According to Penson – “The difference between what we would pay and what 

we have to pay is called Consumer’s Surplus.” 

3. According to Prof. J. K. Mehta – “Consumer’s Surplus obtained by a person 

from a commodity is the difference between satisfaction which he derives from it 

and which he foregoes in order to procure that commodity.” 

4. As per Samuelson – “There is always a gap between total welfare and total 

economic value. This gap is the nature of a surplus which consumer gets because 

he always receives more than he pays.” 

5. According to Taussig – “Consumer’s Surplus is the difference between the sum 

which measures total exchange value”. 

Assumptions of Consumer’s Surplus: 
Prof. Marshall has discussed the concept of Consumer’s Surplus on 

the basis of the following assumptions: 

1. Marginal Utility of Money is Constant: 

The marginal utility of money to the consumer remains constant. It is so when 

the money spent on purchasing the commodity is only a small fraction of this 

total income. 

2. No Close Substitutes Available: 

The commodity in question has no close substitutes and if it does have any 

substitute, the same may be regarded as an identical commodity and thus only 

one demand should may be prepared. 

3. Utility can be Measured: 

The utility is capable of cardinal measurement through the measuring rod of 

money. Moreover, the utility obtainable from one good is absolutely independent 



of the utility from the other goods. No goods affect the utility that can be derived 

from the other goods. 

4. Tastes and Incomes are Same: 

That all people are of identical tastes, fashions and their incomes also are the 

same. 

Explanation of the Law: 
The above definition of Prof. Marshall can be explained with the 

help of practical examples: 

(i) Consumer’s Surplus when there is single purchase and 

(ii) Consumer’s Surplus when there is multiple unit purchase. 

(i) Consumer Surplus on Single Unit Purchase: 

When a consumer purchases only one unit of a commodity even then the 

Consumer Surplus arises. Let us suppose a student is willing to pay Rs. 30 for a 

particular book and when he actually go to market and purchase it at Rs. 25. Thus 

Rs. 5 (30-25) is the Consumer’s Surplus. 

(ii) Consumer’s Surplus on a Multi-unit Commodity: 

In our real life one purchases number of units of a particular commodity. The 

price that a consumer pays for all the different units of commodity actually 

measures the utilities of the marginal unit and he pays the same price for 

different commodities. 

The excess of utilities he derives from different commodities and the actual price 

paid is called as Consumer’s Surplus. Let us take an example of a person whose 

marginal utility, price and Consumer’s Surplus schedule for bread is given in the 

following table: 



 
The above table expresses the various amounts of utilities he derives from the 

consumption of different units of bread. From the first bread alone he derives 

marginal utility of Rs. 10 but the price which he pays is Rs. 2 and hence Rs. 8 is 

the Consumer’s Surplus. 

Similarly, the Consumer’s Surplus from 2nd, 3rd, 4th and 5th units are 6, 4, 2 

and zero respectively. A rational consumer will consume only 5th commodity 

where the marginal utility is equal to its price and thereby maximises his 

Consumer’s Surplus. If he will consume the 6th unit he derive zero marginal 

utility where as he pays the price as Rs. 2. A rational consumer will not consume 

that commodity. 

Diagrammatic Representation of Consumer Surplus: 
This can be shown by the following diagram: 

In this diagram AB is a demand curve of a consumer OR is the market price. The 

price line is parallel to X axis because of perfect competition. At point P the 

marginal curve AB intersect the market price curve OR. Thus for OQ quantity the 

consumer derives utility as AOQP where as he pays ROQP. Thus, triangular 

shaded area ARP is Consumer’s Surplus. 

 
Consumer’s Surplus = Total Utility-(Marginal Utility) x (Multiply x No. of Units 

purchased) 
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Criticism of the Concept of Consumer’s Surplus, Or Difficulties 
in the Measurement of Consumer’s Surplus: 
The concept of Consumer’s Surplus has been criticised on several 

grounds: 

1. This Concept is Imaginary: 

The concept is complete imaginary, illogical and illusory. You just imagine, what 

you are prepared to pay and you proceed to deduct from that what you actually 

pay. It is all hypothetical. One may say that one is prepared to pay anything. 

Hence it is unreal. 

2. Measurement of this Concept is Difficult: 

The critics of this concept allege that measurement of Consumer’s Surplus is 

difficult. It is because utility is a subjective concept and will vary from person to 

person. Total utility is impossible to measure because when we consume more 

units it is said that the marginal utility of even earlier units start diminishing. 

Prof. Hicks and Allen have contended and proved that utility being a subjective 

phenomenon, is determinate and immeasurable. 

3. This Concept is not Applicable to Substitutes: 

The concept may not apply in case of goods which have substitutes. Why should 

on imagine how much will be willing to pay for a commodity. One finds it hard to 

think that the substitute of a commodity has no significant effect on the surplus 

satisfaction he derives from the commodity. 

Decidedly, the consumer will feel more satisfied if two good substitutes as well as 

complements are made available to him than in case he gets only one of the two 

at a time. The consumer can properly appreciate the utility from a pen only when 

the same is accompanied by ink. 

4. The Marginal Utility of Money never Remains Constant: 

It is improper to assume with Prof. Marshall that the marginal utility of money 

remains constant and does not alter with increase or decrease in the money stock 

with the consumer. Therefore, it is incorrect to believe the consistency of the 

marginal utility of money in real life. 



5. Exhaustion of Surplus Utility: 

It is said that if a consumer knew that any such thing existed, he would go on 

buying more and more till the surplus utility he enjoyed disappeared. This is not 

correct. A consumer does not run after a surplus yielded by one commodity. He 

has to weigh the utilities of other commodities too. 

6. This Concept is not Applicable to Necessaries: 

The idea of Consumer’s Surplus does not apply to the necessaries of life or 

conventional necessaries. In such cases the surplus is immeasurable. What would 

not a man be prepared to pay for a glass of water when he is dying of thirst? 

7. The Complete List of Demand and Price not Available to 
Consumer: 

Another ground on which the concept has been criticized is that the complete and 

reliable list of demand and prices is never available to the consumer. The demand 

schedule according to which he regulates and decides his purchases is not 

necessary to come true in practice. How much the consumer would be willing to 

pay rather than go without the thing is something hard to answer correctly. 

Practical Importance of Consumer’s Surplus: 
Economists are of this opinion that the actual measurement of Consumer’s 

Surplus is a difficult task as utility being purely a psychological concept, yet the 

concept has a great practical importance. 

1. Distinction between Value-in-use and Value in Exchange: 

Consumer’s Surplus points to the distinction between the use value and the 

exchange value of a thing. Commodities like salt and match-box have a great 

value-in-use but much less value in exchange. Being necessaries and cheap things 

they yield, however a large Consumer’s Surplus. The Consumer’s Surplus 

depends on total utility, where as price depends on marginal utility. 

2. Comparison of Gains from the International Trade: 

Consumer’s Surplus from international transactions enables us to compare the 

relative gains from the international trade of the different countries. For 

example—We can import things cheaply from abroad, but before importing, we 

were paying more for similar home produced goods. The imports, therefore yield 



a surplus satisfaction. This is Consumer’s Surplus. The larger this surplus, the 

more beneficial is the international trade. 

3. Useful to Businessman and Monopolist: 

It is of practical importance to the monopolist and businessman in fixing the 

price of his commodity. If the commodity is such that the consumers are willing 

to pay more for it, they will enjoy large surplus. In such a case the monopolist and 

businessman can raise the price without affecting the sale. Thus, the monopolist 

and businessman is guided by the knowledge of the Consumer’s Surplus in fixing 

the price of his product. 

4. Comparing Advantages of Different Places: 

Consumer’s Surplus proves useful when we compare the advantage of living in 

two different places. A place where there are greater amenities available at 

cheaper rates will be better to live in. In these places, the consumers enjoy large 

surplus of satisfaction. Consumer’s Surplus thus indicates environmental and 

conjectural advantages i.e., the advantages of environment and opportunities. 

5. Importance in Public Finance: 

The concept has a great practical importance to the Government in determining 

the desirability of imposing tax on certain commodity. A tax imposed on a 

commodity tends to raise its price and to reduce Consumer’s Surplus thereby, but 

it yields some revenue to the government. 

The Finance Minister is to compare the Loss of Consumer’s surplus to the 

increase in tax-revenue. A tax is justified when the loss in Consumer’s Surplus 

becomes less than the increase in tax revenue, otherwise it will be harmful. 

6. Importance in Welfare Economics: 

This concept is an important tool in welfare economics also. 

This can be explained in the following manner: 

(i) In his partial analysis, Marshall deals with the surplus of all the consumers in 

a market. 

(ii) Next, the effects of price-quantity variations of commodities on the welfare of 

the commodity are also being worked out with the aid of this concept. 



(iii) Further, the gain which accrues to the community from a new product and 

the loss from the total dis-appearance of a product from the market are some of 

the other problems which are being explained with the idea of Consumer Surplus. 

(iv) In the end, the effects of a tax and a subsidy on total welfare can be explained 

by it. 

Explanation of Consumer’s Surplus by Prof. Hicks: 
The concept of Consumer’s Surplus was rehabilitated by Prof. J. R. Hicks even 

without the measurement of utility. In this connection Hicks has said that the 

best way of looking at Consumer’s Surplus is to regard it as a means of expressing 

in terms of money income, the gain which accrues to the consumer as a result of 

all in price. 

Hicks in his “Indifference Curve Analysis” takes resources to the external 

behaviour of a man whereby a man prefer one situation to another and with the 

help of this ordinal utility function, finds out the Consumer’s Surplus. 

For example: 

Let us suppose that the consumer does not know the price of commodity X. He 

chooses to have the combination A on IC1 i.e., OR of X commodity and OS 

amount of money. In other-words he is prepared to pay for OR commodity of X 

commodity and OS amount of money. In other words he is prepared to pay for 

OR commodity of X the TS amount of money. 

Now let us suppose he knows the price of X which is indicated by TM budget line. 

The consumer finds that he can get on to a higher indifference curve with the 

same income. The consumer’s new equilibrium is represented by B the tendency 

between IC2 and TM. At this point consumers combination is OR amount of X 

commodity + UO amount of money. 



In other-words, the consumer has to spend only 

TU amount of money as compared to TS which he is prepared to pay for the same 

amount of X commodity. Thus, Consumer’s Surplus equivalent to SUBA. We can 

thus conclude that in indifference curve analysis Consumer’s Surplus signifies a 

passage from a lower to a higher indifference curve which environment makes 

possible for an economic subject. 
 

 

Tutorial 1B 

 

Producer’s Surplus  

The producer’s surplus of a firm is the sum over all units of production of the 

difference between the market price and the MC of production. 

Thus, just as the consumer’s surplus measures the area below the demand curve 

of an individual and above the market price, producer’s surplus measures the 

area above a producer’s supply curve and below the market price. 

Fig. 8.10 illustrates the producer’s surplus for a firm. The profit-maximising 

output is q*, where P – MC. Producer’s surplus is given by the area ABCD — 

under the demand curve and above the MC curve, from zero output to the profit-

maximizing output q*. 

Alternatively, it can be defined as the difference between the firm’s revenue and 

its total variable costs (TVC) which is represented by the area ABCD = Revenue 

OABq* – Variable Cost (ODCq*). 
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Producer’s surplus is related to profit, but is not equal to it. Producer’s surplus 

subtracts only variable costs from revenues, while profit subtracts both variable 

and fixed costs. PS = TR – TVC and Profit – π-TR- TVC – TFC. Thus, producer’s 

surplus is always greater than profit. 

The extent to which firms enjoy PS depends on their costs of production. Higher-

cost firms have less PS than low-cost firms. By adding up all the individual firm’s 

producer’s surplus, we can find the PS for a market. In Fig. 8.11, the market PS is 

obtained by the area below the market price and above the market supply curve, 

between O and output Q*. 
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Tutorial 2 

 

Determinants of Price Elasticity of Demand 

The following are the main factors which determine the price elasticity of demand 

for a commodity: 1. The Availability of Substitutes 2. The Proportion of 

Consumer’s Income Spent 3. The Number of Uses of a Commodity 4. 

Complementarity between Goods 5. Time and Elasticity. 

Determinant # 1. The Availability of Substitutes: 

Of all the factors determining price elasticity of demand the availability of the 

number and kinds of substitutes for a commodity is the most important factor. If 

for a commodity close substitutes are available, its demand tends to be elastic. If 

the price of such a commodity goes up, the people will shift to its close substitutes 

and as a result the demand for that commodity will greatly decline. 

The greater the possibility of substitution, the greater the price elasticity of 

demand for it. If for a commodity substitutes are not available, people will have 

https://cdn.economicsdiscussion.net/wp-content/uploads/2015/12/clip_image007_thumb21.jpg


to buy it even when its price rises, and therefore its demand would tend to be 

inelastic. 

For instance, if the prices of Campa Cola were to increase sharply, many 

consumers would turn to other kinds of cold drinks, and as a result, the quantity 

demanded of Campa Cola will decline very much. On the other hand, if the price 

of Campa Cola falls, many consumers will change from other cold drinks to 

Campa Cola. 

Thus, the demand for Campa Cola is elastic. It is the availability of close 

substitutes that makes the consumers sensitive to the changes in the price of 

Campa Cola and this makes the demand for Campa Cola elastic. Likewise, 

demand for common salt is inelastic because good substitutes for common salt 

are not available. 

If the price of common salt rises slightly, the people would consume almost the 

same quantity of salt as before since good substitutes are not available. The 

demand for common salt is inelastic also because people spend a very little part 

of their income on it and even if its price rises it makes only negligible difference 

in their budget allocation for the salt. 

Determinant # 2. The Proportion of Consumer’s Income Spent: 

Another important determinant of the elasticity of demand is how much it 

accounts for in consumer’s budget. In other words, the proportion of consumer’s 

income spent on a particular commodity also influences the elasticity of demand 

for it. The greater the proportion of income spent on a commodity, the greater 

will be generally its elasticity of demand, and vice versa. 

The demand for common salt, soap, matches and such other goods tends to be 

highly inelastic because the households spend only a fraction of their income on 

each of them. When the price of such a commodity rises, it will not make much 

difference in consumers’ budget and therefore they will continue to buy almost 

the same quantity of that commodity and, therefore, the demand for them will be 

inelastic. 

On the other hand, demand for cloth in a country like India tends to be elastic 

since households spend a good part of their income on clothing. If the price of 



cloth falls, it will mean great saving in the budget of many households and 

therefore they will tend to increase the quantity demanded of the cloth. On the 

other hand, if the price of cloth rises many households will not afford to buy as 

much quantity of cloth as before, and therefore, the quantity demanded of cloth 

will fall. 

Determinant # 3. The Number of Uses of a Commodity: 

The greater the number of uses to which a commodity can be put, the greater will 

be its price elasticity of demand. If the price of a commodity having several uses 

is very high, its demand will be small and it will be put to the most important uses 

and if the price of such a commodity falls it will be put to less important uses also 

and consequently its quantity demanded will rise significantly. 

To illustrate, milk has several uses. If its price rises to a very high level, it will be 

used only for essential purposes such as feeding the children and sick persons. If 

the price of milk falls, it would be devoted to other uses such as preparation of 

curd, cream, ghee and sweets. Therefore, the demand for milk tends to be elastic. 

Determinant # 4. Complementarity between Goods: 

Complementarity between goods or joint demand for goods also affects the price 

elasticity of demand. Households are generally less sensitive to the changes in 

price of goods that are complementary with each other or which are jointly used 

as compared to those goods which have independent demand or used alone. For 

example, for the running of automobiles, besides petrol, lubricating oil is also 

used. 

Now, if the price of lubricating oil goes up, it will mean a very small increase in 

the total cost of running the automobile, since the use of oil is much less as 

compared to other things such as petrol. Thus, the demand for lubricating oil 

tends to be inelastic. Similarly, the demand for common salt is inelastic, partly 

because consumers do not use it alone but along with other things. 

It is worth mentioning here that for assessing the elasticity of demand for a 

commodity all the above three factors must be taken into account. The three 

factors mentioned above may reinforce each other in determining the elasticity 

of demand for a commodity or they may operate against each other. The elasticity 

of demand for a commodity will be the net result of all the forces working on it. 



Determinant # 5. Time and Elasticity: 

The element of time also influences the elasticity of demand for a commodity. 

Demand tends to be more elastic if the time involved is long. This is because 

consumers can substitute goods in the long run. In the short run, substitution of 

one commodity by another is not so easy. The longer the period of time, the 

greater is the ease with which both consumers and businessmen can substitute 

one commodity for another. 

For instance, if the price of fuel oil rises, it may be difficult to substitute fuel oil by 

other types of fuels such as coal or cooking gas. But, given sufficient time, people 

will make adjustments and use coal or cooking gas instead of the fuel oil whose 

price has risen. Likewise, when the business firms find that the price of a certain 

material has risen, then it may not be possible for them to substitute that 

material by some other relatively cheaper one. 

But with the passage of time they can undertake research to find substitute 

material and can redesign the product or modify the machinery employed in the 

production of a commodity so as to economise in the use of the dearer material. 

Therefore, given the time, they can substitute the material whose price has risen. 

We thus see that demand is generally more elastic in the long run than in the 

short run. 

Tutorial 3 

 

Derivation of Individual Demand Curve 
A demand curve has been defined as a curve that shows a relationship between 

the quantity-demanded of a commodity and its price assuming income, the tastes 

and preferences of the consumer and the prices of all other goods constant. To 

draw an individual demand curve the information regarding prices of a 

commodity at different levels and their corresponding quantities demanded is 

required. 

Using Cardinal Utilty Analysis: 



Table 4.1 gives some hypothetical figures showing the total and marginal utility 

derived by a consumer from consumption of product X. When the individual 

consumes one unit, he derives 20 utils of satisfaction. When he consumes two 

units in the week, his total utility rises to 50 utils and so on. 

The figures for marginal utility eventually decline as each successive units are 

consumed. This is called the Law of Diminishing Marginal Utility. 

 
If we assume that consumers are utility-maximisers, i.e., they wish to obtain as 

much utility as they can, subject to no other constraints, the consumer in Table 

4.1 would consume 4 units of X where total utility is greatest. 

However, two complicating factors need to be considered: 

(a) The consumer’s income is limited, 

(b) The consumer must distribute expenditure between many different 

commodities. 

Assume that the consumer has a choice between two products X and Y. If X and Y 

both cost £1 each, and the consumer has £1 to spend, then the commodity which 

yields the greatest utility will be bought. 

If we were to apply this principle to each successive unit of the consumer’s 

spending, then we could conclude that utility will be maximised when income has 

been allocated in such a way that the utility derived from one extra pound’s worth 

of X is equal to the utility derived from the consumption of one extra pound’s 

worth of Y. 

https://cdn.economicsdiscussion.net/wp-content/uploads/2015/12/clip_image0022.jpg


If this condition is not satisfied then the consumer could obviously increase the 

total utility by switching expenditure from X to Y, or vice versa. 

The extra satisfaction derived from the consumption of one more unit of X is its 

marginal utility which we can write as MUX and that of Y as MUY, etc. We must 

consider the relative price of X and Y which we can write as PX and PY. 

We can see that the utility-maximising condition is fulfilled when: 

MUX/PX = MUY/PY 

Any number of commodities may then be added to the equation. Table 4.2 gives 

marginal utility figures for a consumer who wants to distribute expenditure of 

£44.00 between three commodities, X, Y and  

 
In order to maximise utility, the consumer must distribute available income so 

that MUX/PX = MUYPY = MUZ PZ. 

From the table, we can see that this yields a selection where the consumer buys 2 

kg of X 4 kg of K and 6 kg of Z. 

Hence:.48/8 = 24/4 = 12/2 = 6. 

This gives the consumer greatest total utility by spending all the £44.00. It is 

impossible to distribute it in any other way to increase his utility. 

The marginal utility approach gives us a rationalisation of the demand curve. We 

start from a condition of equilibrium, where MUX/PX = MUY/PY the price of X falls 

relative to Y We now have a condition where the utility from the last pound spent 

on X will be greater than the utility from the last pound spent on Y. This can be 

written as MUX /PX > MUY / PY. 
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The consumer can now increase his total utility by consuming more of X This will 

have the effect of decreasing the marginal utility of X and he will continue 

increasing his expenditure on X until the equality is restored. 

We now have the result we have been seeking : that a fall in the price of a good 

will, ceteris paribus, give rise to an increase in a consumer’s demand for it — that 

is to say, the demand curve slopes downwards from left to right. Suppose, initially 

we have MUX = 20 utils, MUY = 25 utils, PX = 4 and PY = 5 so that the condition of 

utility is satisfied 20/4 = 25/5 or MUX /PX = MUY /PY. 

Now, let the price of X fall to £2 with the consumption unchanged, MU per £ of X 

rises to 10 utils > MU per £ of Y. How will the consumer respond to this? By 

spending an extra pound on good X, he derives 10 utils of utility; by spending an 

extra pound on Y, he derives only 5 utils. Thus, he will buy more of X, reducing 

MUX until the MU’s per pound for X and Y are once again equal. 

Thus, we have attained the normal demand relationship that, other things being 

equal, as the price of X falls, more of it is bought, we have, thus, a normal 

downward-sloping demand curve. The demand curve we have derived is the 

individual’s demand curve for a product. The market demand curve can then be 

obtained by aggregating horizontally all the individual demand curves. 

This gives us the price (or substitution) effect. 

Using Ordinal Utility Analysis 

. Derivation of the Demand Curve for a Normal Good: 

 The price- consumption curve in Fig. shows the different points of ‘consumer’s 

equilibrium’ as the price of X is varied, ceteris paribus. It gives sufficient 

information to draw consumer’s demand curve from indifference curve.  

 

 

 

 

  



 
Fig. 3.16 illustrates the way in which the individual demand curve can be derived 

from the price consumption curve. When a demand curve is to be drawn, units of 

money are measured on the vertical axis while the quantity of a commodity for 

which demand curve is to be drawn are shown on the horizontal axis. 

Suppose a consumer has an income of Rs.240. If the price of the commodity X is 

Rs.60 per unit, the relevant price line will be LM1, because at this 2 units can be 

purchased. The consumer is in equilibrium at point el where the consumer buys 2 

units of the commodity. 

Suppose the price of X falls to Rs.40 per unit. The price line shifts to LM2. The 

consumer attains a new equilibrium point e2 and buys 3 units of X. As the price 

of X further falls, the budget line shifts to the right and new successive points of 

equilibrium are attained where the consumer is in equilibrium at e3 and e4 and 

buys 5 and 7 units of commodity X when the price is Rs.30 and Rs.24 per unit 

respectively. 

With the above information, we draw up the following demand schedule of the 

consumers. 
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If we plot the data contained the individual consumer’s demand schedule we get 

points like Q1, Q2, Q3 and Q4. We can easily join these points with a continuous 

curve. What we get is the usual demand curve of the consumer for the commodity 

X. We find that the derived demand curve slopes downward from left to right just 

like usual demand curve. 

The demand curve for normal goods will always have a negative slope denoting 

that the quantity bought increases as the price falls. 
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Derivation of the Demand Curve for a Giffen Good: 

 
 

Tutorial 4 

Objectives of a firm 

Revenue maximisation  

Revenue maximisation is a theoretical objective of a firm which attempts to sell at a 
price which achieves the greatest sales revenue. This would occur at the point where 
the extra revenue from selling the last marginal unit (i.e. the marginal revenue, MR, 
equals zero). If marginal revenue is positive, an extra unit sold must add to total 
revenue and revenue maximisation will not have been reached. Only when marginal 
revenue is zero will total revenue have been maximised. 

Stopping short of this quantity means that an opportunity for more revenue has been 
lost, whereas increasing sales beyond this quantity means that MR becomes negative 
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and TR falls. This can be seen in the following graph, with revenue maximisation at 
output Q, and at point A on the AR curve. 

 

Profit Maximisation 
• An assumption in classical economics is that firms seek to maximise 

profits. 
• Profit = Total Revenue (TR) – Total Costs (TC). 
• Therefore, profit maximisation occurs at the biggest gap between total 

revenue and total costs. 
• A firm can maximise profits if it produces at an output where marginal 

revenue (MR) = marginal cost (MC) 
•  



Diagram of Profit Maximisation 

 

To understand this principle look at the above diagram. 

• If the firm produces less than Output of 5, MR is greater than MC. 
Therefore, for this extra output, the firm is gaining more revenue than it is 
paying in costs, and total profit will increase. 

• At an output of 4, MR is only just greater than MC; therefore, there is only 
a small increase in profit, but profit is still rising. 



• However, after the output of 5, the marginal cost of the output is greater 
than the marginal revenue. This means the firm will see a fall in its profit 
level because the cost of these extra units is greater than revenue. 

Profit maximisation for a monopoly 

 

• In this diagram, the monopoly maximises profit where MR=MC – at Qm. 
This enables the firm to make supernormal profits (green area). Note, the 
firm could produce more and still make normal profit. But, to maximise 
profit, it involves setting a higher price and lower quantity than a 
competitive market. 

• Note, the firm could produce more and still make a normal profit. But, to 
maximise profit, it involves setting a higher price and lower quantity than a 
competitive market. 

• Therefore, in a monopoly profit maximisation involves selling a lower 
quantity and at a higher price. see also: Diagram of monopoly 
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Profit Maximisation in Perfect Competition 

 
In perfect competition, the same rule for profit maximisation still applies. The firm 
maximises profit where MR=MC (at Q1). 
For a firm in perfect competition, demand is perfectly elastic, therefore 
MR=AR=D. 

This gives a firm normal profit because at Q1, AR=AC. 

Profit Maximisation in the Real World 

Limitations of Profit Maximisation 
• In the real world, it is not so easy to know exactly your marginal revenue 

and the marginal cost of last goods sold. For example, it is difficult for firms 
to know the price elasticity of demand for their good – which determines 
the MR. 

https://www.economicshelp.org/wp-content/uploads/2011/09/perfect-competition.png


• It also depends on how other firms react. If they increase the price, and 
other firms follow, demand may be inelastic. But, if they are the only firm to 
increase the price, demand will be elastic (see: kinked demand curve and 
game theory. 

• However, firms can make a best estimation. Many firms may have to seek 
profit maximisation through trial and error. e.g. if they see increasing price 
leads to a smaller % fall in demand they will try to increase price as much 
as they can before demand becomes elastic 

• It is difficult to isolate the effect of changing the price on demand. Demand 
may change due to many other factors apart from price. 

• Firms may also have other objectives and considerations. For example, 
increasing the price to maximise profits in the short run could encourage 
more firms to enter the market; therefore firms may decide to make less 
than maximum profits and pursue a higher market share. 

• Firms may also have other social objectives such as running the firm like a 
cooperative – to maximise the welfare of stakeholders (consumers, 
workers, suppliers) and not just the profit of owners. 

• Profit satisficing. This occurs when there is a separation of ownership and 
control and where managers do enough to keep owners happy but then 
maximise other objectives such as enjoying work 

 

Tutorial 5 

 

Relation between Average, Marginal and Total Cost 

Relation between average cost and marginal cost is explained through Table 8 

and Fig. 9. 

https://www.economicshelp.org/microessays/markets/oligopoly.html


 

 
Table 8 and Fig. 9 offer the following observations with regard to 

the relation between average cost and marginal cost: 

(1) When AC Falls, MC is Lower than AC: 

When average cost falls, marginal cost is less than AC. In Table 8, AC is falling 

till it becomes Rs.8, and MC remains less than Rs.8. In Fig. 9, AC is falling till 

point E, and MC continues to be lower than AC. In this case, marginal cost 

falls more rapidly than the average cost. That is why when marginal cost (MC) 

curve is falling, it is below the average cost (AC) curve. It is shown in Fig. 9. 

(2) When AC Rises, MC is Greater than AC: 

https://cdn.economicsdiscussion.net/wp-content/uploads/2018/06/clip_image050.jpg
https://cdn.economicsdiscussion.net/wp-content/uploads/2018/06/clip_image052-1.jpg


When average cost starts rising, marginal cost is greater than average cost. In 

Table 8, when AC rises from Rs.8 to Rs.9, MC rises from Rs.8 to Rs.16. In Fig. 

9, AC starts rising from point E. And, beyond E, MC is higher than AC. 

(3) When AC does not Change, MC is Equal to AC: 

When average cost does not change, then MC = AC. It happens when falling 

AC reaches its lowest point. In Table 8, at the 7th unit, average cost does not 

change. It sticks to its minimum level of Rs.8. Here, marginal cost is also Rs.8. 

Thus, Fig. 9 shows that MC curve is intersecting AC curve at its minimum 

point E. 

2. Relation between Total Cost and Marginal Cost: 
Table 8 and Fig. 11 offer the following observations with regard to the relation 

between total cost and marginal cost: 

(i) Marginal cost is estimated as the difference between total costs of two 

successive units of output. Thus, 

MCn = TCn – TCn-1 

(ii) When MC is diminishing, TC increases at a diminishing rate. 

(iii) When MC is rising, TC increases at an increasing rate. 

(iv) When MC reaches its lowest point (point Q in Fig. 11), TC stops increasing 

at a decreasing rate (point Q* in Fig. 11). 

Briefly, MC is the rate of TC. 



 
 
 

Tutorial 6 

Relationship between Total Revenue, Average Revenue 
and Marginal Revenue 

1. Both AR and MR are Calculated from TR: 

The average cost and marginal costs are calculated from total cost. In the same 

fashion, average revenue and marginal revenue can also be calculated from total 

revenue. 

2. When AR and MR are Parallel to X-axis: 

If average revenue and marginal revenue are parallel to horizontal axis then it 

means both AR and MR are equal to each other i.e. AR = MR. It has been shown 

with the help of table 2 and diagram 2. 

https://cdn.economicsdiscussion.net/wp-content/uploads/2018/06/clip_image054.jpg


 
From this table, it is clear that when output increases prices or AR remains the 

same i.e. Rs. 10. 

In figure 2, on X-axis, we have measured output and on Y-axis revenue. Average 

and marginal revenue are horizontal lines which are parallel to X-axis. It is a case 

under perfect competition. 

 
3. When both AR and MR are Straight Lines: 

Under imperfect competition, when AR falls, MR also falls and it is always below 

AR line because there are large numbers of buyers and sellers, products are not 

homogeneous and the firms can enter or exit the market. It can be shown with 

the help of a table 3. 

 
It is clear from the table that as price falls (AR falls) from Rs. 10 to Rs. 6, the total 

revenue (TR) increases from Rs. 10 to Rs. 30 at a diminishing rate. MR also falls 

from Rs. 10 to Rs. 2, MR is the rate at which the TR changes. It can also be drawn 

with the help of a Fig. 3. 

https://cdn.economicsdiscussion.net/wp-content/uploads/2015/05/clip_image00210.jpg
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In Fig. 3, AR and MR curves have been shown. It shows when AR curve falls MR 

curve also falls, and the MR curve will be below the AR curve. But, this situation 

exists only under monopoly and imperfect competition. 

4. If AR Curve is Rising Upward from Left to Right: 

In case AR curve is rising upward from left to right, then MR curve will also move 

upward. It means MR will be greater than AR. This is shown with the help of a 

table 4 and Fig.4. 

 

 
Table 4 shows that as AR or price increases from Rs. 10 to Rs. 14, units sold also 

go up from 1 to 5. In the same way, TR increases from Rs. 10 to Rs. 70 at an 

increasing rate. As a result, MR also increases from Rs. 10 to Rs. 18. In Fig. 4 we 

see that AR and MR both start from the same point as AR rises upwards from left 

to right. MR also follows the same trend i.e. above AR curve. 

https://cdn.economicsdiscussion.net/wp-content/uploads/2015/05/clip_image0068.jpg
https://cdn.economicsdiscussion.net/wp-content/uploads/2015/05/clip_image0085.jpg
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5. When AR and MR are Convex: 

In fig. 5, AR and MR curves are convex to the origin. It means as more and more 

units of a commodity are sold, average revenue falls at lower speed. MR curve 

also moves in the same direction. The convexity shows that MR falls but at a 

faster speed. 

 
6. When AR and MR are Concave: 

The figure 6 shows that if AR is concave to the origin, MR will also be concave to 

the origin. It means average revenue is falling at a higher rate for each additional 

unit of a commodity sold. Similar would be the case for MR curve. 

 
  

https://cdn.economicsdiscussion.net/wp-content/uploads/2015/05/image5.png
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7. Revenue and Elasticity: 

The elasticity of demand, average revenue and marginal revenue has a close 

relationship. If a firm knows any two of the three elements viz; average revenue 

and marginal revenue then it can easily find out the third element i.e. elasticity of 

demand. 

The formula for the calculation is: 

E = A / A-M 

Where E = elasticity of demand; A = average revenue; M = marginal revenue 

This method can be explained with the help of a Fig. 7. 

  

  

 

 

In this Fig. 7, revenue has been shown on OY-axis while quantity of goods on OX-

axis. AB is the average revenue or demand curve and AN is the marginal revenue 

curve. At point P on demand curve, elasticity of demand is calculated with the 

formula, 

Ep = Lower Portion / Upper Portion 

https://cdn.economicsdiscussion.net/wp-content/uploads/2015/05/clip_image013.jpg


We see in the figure that AAEP and APMB are similar, thus ratio of their sides is 

also equal. 

Ep = PB/PA = PM/AE 

And; ∆AET and ∆PTL are congruent triangles, therefore PL=AE. Putting PL in 

place of AE in the above equation, we shall get 

 
In this way, if value of Ep is one, it means that price elasticity of demand is unity. 

Similarly, if it is more than one, price elasticity of demand is greater than unity 

and if it is less than one, price elasticity of demand is less than unity. 
 

 

 

https://cdn.economicsdiscussion.net/wp-content/uploads/2015/05/clip_image0151.jpg
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